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CHAPTER I 



INTRODUCTION 



Statement of the Research Question 
and Subsidiary Question 

The First Hoover Commission in 1949 recommended use of the accrual 
method of accounting in maintaining Government accounts. The Hoover Report 
highlighted a major deficiency that some managers had begun to realize during 
the war and in the immediate years following. The traditional "cash" basis 
of accounting simply did not provide sufficient or reliable data to aid manage- 
ment . 

The 1950 Budget and Accounting Act, implementing the Hoover Commissions 
accounting recommendations, failed to specifically mention or require accrual 
accounting. Many experts; however, have interpreted the legislative language 
requiring "effective control of receipts, funds, expenditures, and other 
assets" as a mandate for accrual systems. Any doubt was cleared up by the 
1956 Amendments to the 1950 Act. Accrual Accounting became a statutory re- 
quirement for all Federal agencies. 

Between 1964-1968, the House Committee on Government Operations held 
four hearings and issued two reports on the progress being made by agencies in 
implementing accrual systems. The hearings revealed considerable foot dragging 
in complying with the earlier legislation. The interest shown by Congress 
stirred action on the part of some of the agencies. 

Additional impetus was provided in 1967 by the President's Commission 
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on Budget Concept rcconnendation that the Federal Budget be unified and stated 
on an "accrued expenditure" basis by Fiscal Year 1971. A prerequisite to con- 
verting the budget was the establishment of supporting accrual accounting 
systems. President Johnson personally endorsed the Commissions recommendation 
and the development of accrual systems. Subsequently, President Xixon pub- 
lished a personal memorandum urging due haste in conversion of accounting 
systems. 

Tiie facts show tiiat in spite of the legislation, the recommendations of 
high level commissions, the urging of a powerful House committee, and the per- 
sonal interest of two President's that accrual accounting systems have as yet 
not been satisfactorily developed in all Federal agencies. Largely for this 
reason, the accrued expenditure budget has been deferred, first until Fiscal 
Year 1972 and currently to 1975. 

Although the General Accounting Office no longer keeps statistics on the 
formal approval of systems in operations, data on approvals of accounting 
principles and systems design and published reports and articles make it obvious 
that many agencies have encountered serious obstacles (c.g. , accruals of con- 
structive deliveries and Federal grants) in making the necessary system changes. 
There is also evidence that accrual accounting is still being resisted by both 
internal and external sources. Recently, the Defense Blue Ribbon Panel recom- 
mended against accrual accounting, excepting working capital funds. Other 
attacks have been leveled by the House Appropriations Committee. 

Fifteen years after making accrual accounting a statutory requirement 
and long after adopting the practice as a standard of business accounting, the 
question and research topic of this paper is: 

Why has uniform adoption of modern accrual accounting systems in tiie 



Federal Government been delayed? 



In order to ansuer this central question, it will be necessary to re- 



search and answer the following subsidiary questions. 

1. What are the applicability and potential benefits of accrual 
accounting to the Federal Government? 

2. What has been the history and development of accounting concepts 
used in Government? 

3. What has been the role of the executive Branch in developing the 
accrual concept? 

4. What has been the Congressional position in the evolution of 
accrual systems? 



Purpose of the Study 

There are several purposes to be accomplished by this study. The 
organization for Federal accounting that has evolved through the years will be 
examined. A major contention that will be developed is that the structure for 
accomplishing accounting changes and improvements is wrong as the result of 
Congress having been more interested in politcal questions of maintaining 
power and jurisdiction than in the solution of rudimentary issues. 

The paper will also show that elements within Congress have often acted 
contrary to encouraging the development of accrual systems and that well meant 
efforts have often had opposite effects from those intended. The emphasis of 
the Appropriations Committee on obligations in the budget process will be cited 
as a major deterrent to development of accrual accounting. The interest of the 
House Committee on Government Operations in better accounting will be seen as 
sometimes generating premature and partial efforts on the part of the agencies. 

The General Accounting Office will be shown to have caused considerable 
delay in improvements as the result of the vague wording of principles, failure 
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to initi a] 1> obtain understanding and cooperation of agencies, and an overly 
complicated systems approval procedure. 

It will also be demonstrated that some agencies have strongly resisted 

or been indifferent to change and that in other instances a combination of 
problems have precluded the full application of accrual concepts. In the later 

respect, the paper will show that all parties involved have consistently under- 
estimated tiic deptli of the problems and tiie time required to solve them, thus 

resulting in frustration and harassment. 

Finally, tiie paper will show that accrual accounting has a definite value 

in government operations, not only in those few areas in government where reve- 
nues arc earned (c.g. , working capital funds), but in all areas where an 

- accurate and consistent measure of costs cannot be deten, lined through cash 
accounting . 



Scope of the Study 

The purpose of the study will be served by reviewing and analyzing the 
events providing impetus or effecting tiie move to accrual accounting. Since 

accounting and budgeting are closely interrelated, it will be necessary to 
examine budgetary developments impacting in the area of accrual accounting. 

For the same reason, it will be necessary to outline efforts such as the Joint 
Financial Management Improvement Program which aimed at improved financial 

management of which accrual accounting was an integral part.- This paper is 
not intended, however, to be an all inclusive treatment of those subjects. 

Also the current problems in accrual accounting will be looked at, not so much 
from the standpoint of fully providing an analysis, but with the intent to 

emphasize the complexity of the problems, provide a perspective on the status 
of accrual accounting today, and provide an understanding of how the current 



problems relate and in .any cases arc caused by the manner in which similar 
problems in the past have been encountered and dealt with. 

It is necessary that some of the terms to be used in tiiis analysis be 
explained. 

To bet i n with, accrual accounting represents a method of accounting 
wherein entries are made in the accounting records at the time goods and ser- 
vices arc purchased or used and as revenues are earned regardless of the time 
ordered or actually paid for. The accrual concept matches costs and revenues 
to the period in which actual performance occurs. ^ 

There are two terms common to accrual accounting in the Federal Govern- 
ment. Expenditures represent the accounting entry made when goods or services 
arc actually received or when constructive delivery is made. Constructive 
del ivery refers to manufacturing contracts where the contractor has performed 
work identified to the government, but the end item is not yet physically de- 
livered. Costs differ from expenditures in that they represent the actual 
utilization of material or equipment on the job. In the case of personnel 
services and administrative type functions the term is synonymous with expendi- 
tures. But where inventories are maintained or equipment is used over a period 
of time, a distinct difference exists. The expenditure is recorded on acquisition 

of the material or equipment and tiie cost only when material is drawn from in- 

2 

ventory and used or through, depreciation charges on equipment. 

The alternate to accrual accounting is cash accounting . This concept 
involves the recording of financial transactions in two instances. An 
obligation is recorded when a legal committment to spend is made. In the case 

^General Accounting Office, Frequently Asked Questions About Accrual 
Accounting in the Federal Government, (Washington, F.G. : Government Printing 
Office, U/”:o j , pp. 4-5. 

2 Ibi d . , p. 4. 
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of itens requiring performance over an extended period, the obligation signifi- 
cantly precedes actual performance. In cash accounting a disbursement is re- 
corded when actual cash payments are made. This is also referred to as checks 

issued. The payment may correspond to the period in which services are actually 
provided, but more normally follows the period. In a few cases, cash advances 

result in the disbursement preceding performance. 0 

The following table demonstrates and relates hypothetical accrual and 

cash transactions for the order, manufacture, receipt, and use of material. 

TABLE 1 

COMPARISON OF ACCRUAL AND CASH 

ACCOUNTING ENTRIES 
(in millions) 





Obligations 


Accrued 

Expenditures 


Cash 

Disbursements 


Costs 


First Year 


2,000 


300 


500 


100 


Second Year 




500 


200 


600 


Third Year 




500 


200 


600 


Fourth Year 




500 


300 


400 


Fifth Year 




200 


800 


300 


Totals 


2,000 


2,000 


2,000 


2,000 


The table 


shows that the totals even out 


over a five year 


period; how 



ever, considerable deviation in the entries exists between years. ^ The full 
^ Ibid . , pp. 2-5. 

^This example is not held forth as typical of normal accounting transac- 
tions. It is designed entirely to emphasize and contrast the differences in 
accounting concepts. 
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2,000 nil lion is obligated in the first year representing the acceptance of 
the contract that sets the wheels of production in motion. The 300 million 
accrued expenditure figure in the first year represents the portion of the 
contract actually completed, and delivered including work in process that has 
been identified to the customer. This figure is initially low reflecting the 
slack tine required to turn up production. Subsequent years reflect leveling 
off at full production until the final year when the contract is actually 
completed. The disbursement figure reflects an advance payment to the con- 
tractor in the initial year, and irregular progress payments in preceding years, 
The increased figure in the fifth year reflects final settlement upon success- 
ful completion of the contract. Costs are timed to actual utilization of the 
material and vary between years dependent on job requirements. 



Methodology Used 



Primary and secondary data for this paper has been collected from many 
sources. Much of it has come from governmental publications and documents made 
available through contacts with the staff offices of various Congressional Com- 
mittees, the General Accounting Office, the Office of Management and budget, 
the Treasury, the Civil Service Commission, the Department of Defense, the De- 
partment of Navy, and Headquarters Marine Corps. Several of these offices were 
also very generous in allowing personal interviews and in answering phone in- 
quiries . 

The primary sources of library material were the libraries at the Office 
of Management and budget , and the Naval Supply Systems Command. The Army Penta- 
gon, the Marine Corps Command and Staff School, and the George Washington Uni- 
versity libraries also yielded information. 

The approacli adhered to in collecting data was to take notes from written 



material on o' by 7’ cards. Iliese notes cross referenced to the source page 
number. Notes were also taken at interviews and the basic points in the inter- 
view were subsequently written out. At the conclusion of the research phase, 
index cards were reviewed and topical sheets were originated. Any point on an 

index card referring to a topical category was written down by source and page 
number. This later enabled quick identification of anything pertaining to a 
topic. 



Organization of the Study 

The paper, because of its primary emphasis on the evaluation of his- 
torical events leading to the present, will be generally organized on the chrono- 
logical presentation of milestone events. This should also eliminate some of 

the redundancy that otherwise would occur if each of the subsidiary questions 
were examined within a separate chapter. 

A separate summary will be included in each chapter and will provide a 
review of the events of that period and a background to analyzing the subse- 
quent chapters. 

Chapter II covers early accounting developments, the initial interest in 

accrual accounting, and the recommendations and legislation resulting from the 
First and Second Hoover Commissions. 

Chapter III primarily concentrates on evaluating the results obtained 
after more than a decade of operations under the 1950 legislation, as reflected 

in the hearings conducted by the House Committee on Government Operations between 
1964 and 1968. 

Chapter IV discusses the recent emphasis on accrual accounting and problems 
encountered since the 1967 President’s Commission on Budget Concepts. 

The final chapter is reserved for stating conclusions to the research 



questions. 



CHAPTER II 



EARLY BASIS FOR GOVERNMENT ACCOUNTING 
AND THE FIRST AND SECOND HOOVER COMMISSIONS 

Early Accounting Developments 

Accrual Accounting is a relatively new concept to the Federal Govern- 
ment. Prior to the end of World War II, government accounts were maintained 
on a cash basis. Cash accounting dealt strictly in obligations and disburse- 
ments. This basis did not allow for a reliable measurement of efficiency and 
effectiveness since inputs (i.e., the cost of resources utilized) did not con- 
sistently relate to outputs in a given period. Cash accounting aimed prima- 
rily at assuring that legislated dollar limitations were not exceeded. 

The years following the depression and particularly World War II saw a 
tremendous acceleration in Government expenditures. The expanded government 
brought large numbers of businessmen into contact with the Federal accounting 
structure. These individuals were quick to realize that the prevailing cash 
basis of accounting simply did not provide adequate data for planning and con- 
trolling operations. Accrual Accounting had long been accepted as a standard 
of business accounting and the new Government managers were used to the cost 
reports that such accrual systems could provide,* 

The first step in improvement came with the passage of the Corporation 

*Eric L. Kohler and Howard W. Wright, Accounting in tiie Federal Govern- 
ment (Englewood Cliffs, N.J.: Prentice Hall, Inc., 1‘Jho), pp. 4-o. 
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